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Peat Marwick 
Certified PUMic Accountants 

2495 Natomas Park Drive 
Sacramento. CA 95833 2936 

October 26,1989 

The Honorable Members City Council 
City of Ld, California. 

We have audited the general purpose financial statements of The City of Lodi for the year ended 
June 30, 1989, and have issued our report thereon dated October 26, 1989. In planning and - -- - 
performing our audit of the general purpose al statements of the City of M, California we 
considered its internal control structure in to determine our auditing procedures for the 
purpose of expressing our opinion on the general purpose financial statements and not to provide 
assurance on the internal control structwe. We have not considered the internal control structure 
since the date of our report. 

During our audit we noted certain matters involving the internal control structure and other 
operational matters that are presented for your consideration. These comments and 
recommendations, all of which have been discussed with the appropriate members of management, 
are intended to improve the internal control structm or result in other operating efficiencies and are 
summarized as fol~ows: 

IT SUG- 

Monitoring of Single Audit Grants 

The City is a recipient of federal and state monies for several grant programs. Currently, different 
departments are involved with the request for and subsequent monitoring of the various program 
activities. An individual in the police department had been assigned responsibility for monitoring 
the state programs; however, this employee no longer is employed by the City. The responsibility 
of monitoring comptiance has not been reassigned to another employee. 

The administration of grant programs should be reevaluated, specific responsibilities assigned, and 
authority delegated to ensure that one individual is aware of all monies received by City 
departments under Federal grants, and state and county pass-through programs, and is responsible 
for monitoring departmental efforts to comply with ail general and specific administrative 
requirements of the grant pro,pms. Assigning responsibility will reduce the risk of loss of future 
program awards due to inadvertent noncompliance with regulations and requirements of each p n t  
program. Additionally, the City may discover it is eligible for funds under other grant programs 
previously overlooked due to lack of familiarity with available grant programs. 
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Establish Fixed Assets Records and Controls 

Sound financial administration in safeguarding the City's investment in fixed assets is of utmost 
importance in the exercise of stewardship responsibilities. These responsibilities can be effectively - - 
discharged only through adequate fixed assets accounting. 

By maintaining fixed EW%S records, the City will realize several benefits: 

Fixed assets can be inventories periodically to ensure that they are properly conmlled. 

Responsibility for custody and effective use of fixed assets can be clearly established. 

Information regarding sources of supply, prices, and useful lives will be readily 
available. If information regarding maintenance costs is also included in the subsidiary 
ledgers, ratios of cumulative maintenance costs to original costs can be developed. 

Records will be readily available to substantiate the amount of grants used to finance 
expenditures for fixed assets. Furthermore, the determination of costs for building or 
equipment use is facilitated. The latter is important to obtain reimbursement for the use 
of buildings and equipment in federal and state aid programs. 

Information is readily available both to determine insurance needs and to substantiate 
losses recoverable from insurance. 

Establishing fixed assets record when none existed before can be a difficult and time-consuming 
task. One approach is to: 

1. Define clearly what constitutes the fixed assets categories (e.g., land, buildings, 
improvements other than buildings, equipment); a fixed asset (i.e., minimum dollar 
value and useful life); and the location "control" mas. 

2. Plan and perform a complete inventory of all fixed assets. In creating the inventory 
records, obtain as much of the information to be included in the individual assets 
records as is possib!e, e.g., asset description, location, vendor or manufacturer, 
acquisition date. Fixed assets identification tags should be affixed at the time the 
physical inventory is taken. 
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3. Assign values to each asset accordhg to generally accepted principles. Fixed assets 
should be recoded at historical cost, or estimated historical cost, if the original cost is 
not available, or, in the case of gifts or contributions, at the fair market value at the time 
received. 

Severai procedures can be used to de6&ne the valuation. 

Reference to the historical records, such as vendors' invoices, contracts, purchase 
orders, capital expenditure authorizations, cancelled checks, gift acknowledgements, or 
other documents on hand. 

I 

, Correspondence With vendors, donors, etc. 
~ 

Use of an asset valuation reasonable reflective of historical value, pmvided it is reliable, 
if historical or fair market value is not available. 

Historical cost as reasonably estimated by employees for small items of relatively low 
value, e.g., tools, office furniture, and equipment. 

Reliance on independent outside appraisals for assets which cannot be valued by one of 
the above methods or some other reasonable method. It is important to emphasize, 
however, that the appraisal should be based upon estimated historical cost, not on 
replacement cost or some other basis. 

Evaluation of fixed assets in the above manner will enable the City to establish reasonably accurate 
initial fixed asset values. 

Once initial records are established, the City will want to concurrently implement the kinds of 
controls and procedures enabling it to maintain control over the fixed assets. These procedures 
should include: 

~ 

I 

I 

Control over the proper input into the records for all fixed asset additions, sales, 
abandonments, and transfers. 

Periodic reconciliation of detail ledgers to the general ledger. 

Periodic inventory of fixed assets by location. 

Verification that any asset traded in for a new acquisition is properly removed from the 
records. 
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Fixed Asset Disposals 

At present, the City, despite the size and dispersion of its facilities, does not have a formal 
procedurs to ensure that disposals of fixed assets, whether by destruction, sale, scrapping, or 
trade-in, are reported to the accounting department. Without such a procedure, the likelihood of an 
unrecorded disposal, eve3 a sale with diversion of the related proceeds, increases. A f o d  policy 
to enswe the reporting of fixed asset disposals should be adopted and should include: (1) the 
necessary level of approval based on the value of the asset and (2) reporting to the finance 
department on a timely basis. A simple standardized form could be developed to provide adequate 
accounting documentation and to provide evidence of adherence to City policy. - I_ 

Covenants 

Currently, no individual is responsible for monitoring compliance with debt covenants. To ensure 
ongoing compliance with debt covenants, the provisions of various bopd and certificate of 
participation resolutions should be monitored throughout the year with a summary report presented 
to management on a regular basis. 

Calculation of Arbitrage 

Certificates of participation proceeds are being invested in seccrities other than state and local 
government securities (SLGS) which could result in an arbitrage tax. We noted that the City has 
recently purchased a software program to calculate arbitrage but has not currently implemented it 
due to software limitations. We commend the City in their efforts to calculate arbitrage and 
recommend that the City calculate arbitrage on a quarterly basis in order to properly record their 
potential liability. 

On future debt issues we recommend the City assess the m e  financial benefit, if any, of investing 
debt proceeds in other than SLGS. The assessment should include the expected interest income 
reduced by all costs associated with the arbitrage issue (i.e.: tax, management and staff time to 
calculate the tax, software updates, etc.). 

Lodi Public Improvement Corporation 

Amcle V, Section 4 of the Lodi Public Improvement Corporation ( C o p t i o n )  bylaws state “The 
affairs and financial condition of the Corporation shall be audited at the end of the fiscal year (June 
30) commencing with fiscal year 1988-1989 by an independent public accountant selected by the 
Board of Directors (members of the City Councilj and a written report of such audit and 
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appropriate financial s rior to the next 
regular meeting of the Board of Dirtctors of the Corporation etion of such 
audit. Additional audits may be authorized as considered nece the Board of 
Directors.” It is our understanding that management does not consider this audit to be necessary as 
the Corporation and the City are essentially one in the same and, as such, the audit of the City’s 
general purpose financial statements is sufficient to comply with this bylaw. However, as the 
Corporation is a separate legal entity and its bylaws do currently q u i r e  an audit, we recommend 
the Board of Directors consider the need for an audit of the Corporation and make a find 
determination. 

shall be submitted to the Board of 

..... . . . . . .  . . . . . .  ._ . . . . . . . . . . . .  I ~. - . . . .  . . . . . . . . . . .  

lNYENTORY 

Physical Inventory Procedures 

During our observation of the physical inventory performed during the week of June 30,1989, we 
noted the €ollowirlg deficiencies in the physical inventory procedures: 

N o  written inventory instructions were provided to the count teams. 

Numerous small, slow moving items were not counted until the last day of the physical 
inventory. 

Obsolete items were not separated or designated to allow for count teams to easily 
identify items not to be counted which caused numerous delays and erroneous counts 
of obsolete items. 

Count sheets included many part numbers no longer in existence which caused delays 
as the count teams were looking for items the City had not used in years 

Count sheets included the same part number in two or three different areas causing 
some items to be double counted. 

Count sheets did not include some part numbers which were a part of the physical 
inventory at June 30, 1989. 

Upon completion of the count in a particular area, the area was not marked as being 
counted in order to avoid double counting or to allow for easy identification that all 
areas had been counted. 

Numerous errors were made in the water inventory physical ccunts which caused the 
need for the entire water department inventory to be recounted by the City and re- 
observed by KPMG Peat Marwick on the following day 
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le Members of City Council 

No test counts were p e r f o d  by supervisors until we brought the R U ~ ~ ~ O U S  count 
errors to the water department suptrvisor’s attention. 

Count teams consisted of only one individual with no independent verifications being 
performed by a second count team. 

So that future physical inventories counts may be more effective and efficient, we suggest the 
following: 

Comprehensive written inventory instructions should be prepared and disseminated to 
participating personnel well in advance of the physical count. These instructions 
should be read and understood by all personal. 

All stock to be excluded from the count (such as obsolete goods) should be clearly 
marked or physically segregated, where appropriate, prior to beginning the inventory 
count. 

The physical count on slow-moving or immaterial items could be conducted 1 to 2 
weeks in advance. 

Prior year count sheets should not be copied and brought forward to conduct the 
current year count. This practice carries fonvard inventory numbers which may not 
exist in the current year. We recommend that the city prepare new count sheets which 
include GRIY inventory numbers existing at year end. ‘This will result in a mofe efficient 
physical inventory and will help prevent valuable lost time looking for inventory which 
does not exist. 

Counted inventory mas should be clearly marked with tape or some other kind of 
identifier in order to prevent any possible erroneous count.. as a result of not or double 
counting a particular area. 

Inventory System 

The inventory system is not computerized and is kept on a card file system. We understand that the 
City has budgeted for the purchase of an inventory software package for fiscal year 1989/1990. 
Also, we understand that the City has looked into purchasing the Oracorn inventory software 
package and has given Oracorn instructions to taiior an inventory system for the City. We 
commend you in YOUF efforts to increase the efficiency and accuracy of the inventory system and 
we encourage your continued efforts. We wouId also like to recommend that the system 
purchased include a order point “flagging” system to ensure adequate stock levels. 
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Security Over inventory 

Greater control could be exercised over the material and supply of inventories on hand and the 
amount of book to physical inventory adjustments at year end could be reduced if: (1) material 
requisition forms were required to be used for all issuances from the stockyard and (2) the 
stockyard was locked at all times and access was limited to selected mponsible ptrsonnel. 

Review of Internal Accounting Controls over Purchases 

During our compliance testing of the disbursement cycle we noted that in 8 instances (out of 30 
sample items) vendor packets did not contain purchase orders. We also noted that purchase oders 
werz sometimes prepared after the purchase was made. To enhance internal accounting controls 
over purchase activities, we recommend that all purchases be required to hLve a proper5 approved 
purchase order prior to, the purchase transaction and that a copy of the purcLw crder be 
maintained in the individual vendor packet. To help implement this policy we recommend the 
accounts payable department not accept a request for payment unless the vendor packet includes an 
approved purchase order. This will minimize occurrences of unauthorized or unapproved 
purchases. 

When invoices are received the unit price on the invoice is compared to the unit price per the 
purchase order and any discrepancies are investigated. If the vendor is incomct, the invoice is 
changed accordingly. This is an effective control procedure, however, it is not documented by the 
person making this comparison. To establish accountability for the review process, invoices 
should be initialed to signify agreement with the approved unit price per the purchase order. This 
will provide the check signer assurance that payment is made at the unit price agreed to at the time 
the order was placed. 

Updating the Electronic Data Processing System (EDP) 

We noted the City's existing EDP system is approximately fourteen years old and has become very 
inefficient. We also noted that the sub-ledger system and the general ledger system do not 
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interface. While the initial rationale behind not having two systems interface may have been 
appropriate to improve internal accounting controls, the number of manual journal entries needed 
as a direct result of the two systems not interfacing has grown so numerous that it may no longer 
be cost beneficid to maintain this aspect of the conml. 

Given the essentially manual r a m  of present accounting operations, we believe that opportunities 
continue to exist to (a) reduce clerical effort and increase clerical accuracy, and (b) increase the 
usefblness and timeliness of management reporting by mechanizing certain accounting operations. 

We understand the City is exploring the possibility of replacing its c m n t  EDP system and finding 
ways of reducing the current number of manual journal entries currently need to maintain adequate 
recoroS. We encourage the City to continue their efforts to improve efficiency in this area. 

Documentation of Electronic Data Processing System (EDP) 

Currently, only partial documentation of the EDP system exists. We wish to emphasize the 
importance of continually updating system documentation as programs and systems are added or 
modified. Up-tedate documentation will enable the City to make improvements in the system and 
to correct software problems as encountered with a minimum of cost and effort. 

Access to EDP Data Files 

Computer files are accessible to many employees. Significant reliance is placed on a password 
system to prevent unauthorized access to EDP programs and data. Due to the large number of 
employees with access to these files, we suggest that access control logs be utilized and routinely 
reviewed for propriety by an individual not having other EDP responsibilities. In addition, we 
suggest that current employee accesses be evaluated and a supervisor’s key should be required to 
access critical information. These controls would help limit unauthorized access to the EDP 
system, prevent unauthorized changes to critical files, and help ensure the accurate processing of 
financial information. 

Use of Attorneys 

The City currently uses ;1 large number of attorneys (approximately eleven) for various functions. 
We svggest the City evaluate the responsibilities of these attorneys. Where deemed appropriate, a 
reduciion in the number of attorneys used by the City could reduce expenditures for attorney fees 
and should enhance The City’s ability to monitor the status of legal actions involving the City. 
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Investments 

We were asked by the City to p e r f o r m  compliance test-work on the City’s investment policy This 
policy includes a list of investment instruments which ate allowable under cumnt legislation of the 
State of California (Government Code Section 53600 et seq.). We noted investments in stock is 
not a part of this list. During OUT test-work we noted the City library’s investment portfolio 
contained common stock vdued at $1 15,168 at a cost of $57,085 as of June 30,1989. The City 
library obtained this stock through bequests, stock dividends, and dividend reinvestment 
programs. The dividend reinvestment program is, in effect, the acquisition of stock. To ensure 
compliance with the City’s investment policy, and State of California c m n t  legislation, we 
suggest that management assess the need to seU this stock. 

Operations Letter 

Additional suggestions of an operational nature were presented to management under a separate 
letter also dated October 26,1989. 

This repon is intended solely for the information and use of the City Council, management, and 
others within the organization. 

Very truly yours, 



M E M O R A N D U M  

To. 

m: 
DATE: February 14,  1990 

Thms A. Peterson, City Manager 

R o b e r t  H. Holm, Finance Director 

sm3JECk Ccmrr-nts on Auditors' Maragement IRtter 
' (Single Audit Suggestions) 

It should be noted that in the auditors' "Single A u d i t  Report," the 
auditors have stated that w h i l e  thejj are not expressing an opinion on the 
system of internal accounting control of the City taken as a whole, their 
study, evaluation and audit disclosed no condition that they believe to be 
2 raterial weakness. 

The caments in the SINGLE AUDIT SUGGESTIONS, whicfi i n  effect are the 
Managmmk LRtter, are intended to  improve the internal control system, and 
the Finance Department Mid-Managmat staff and I wish t o  add our responses 
to  t h e  auditors '  suggestions. 

Moritoring of Sinqle Audit G r a n t s  
Peat Marxick has stated that a5ministratior. cf grmt programs needs t o  be 
evaluated and responsibility assigned to one individual  to  see that 
cmpliance wi th  regulations is followed m.d mnies zire remix!, sc that 
future grants could not be iost because of n o n c q l i a n c e .  

I n  the past, the Ci ty  has received q m t s  ir. mre thar, 0p.e area,  i,e., Park 
Em6 Grant where the Parks iLnc! Recreation D i r e c t o r  works with &he Nblic 
Works Director regzrdin9 ZpFlication for- furlis, design of projLzts ,  
expenditwe of fuqds, etc. ? ~ s G ,  grants have been receive6 i r r  the Police 
Deprtment fcr criminal zqrehens ion me Crug supFressioc, a c ?  the 
eqmrtise of the Pclice Department is neede2 to mnitor the grant. Tryin9 
t o  assign one F r s o n  the re,sponsibility of rooxitoring a l l  gimts vho wodd 
have the expertise n&ed i n  all areas of g ran t s  would be d i f f i c u l t .  A l s o ,  
s t a t e  anti federal grilnts seen! to  be disappearinq frcm the  horizon. As of 
this \.-riting, "the C i t y  has nmez Seen inforrrrd it hzs not canplied w i t h  
G r a n t s  nor have we beer, theate?& w i t h  the loss of c? grant for 
n o n c q l l  3 z x e .  
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FIXED ASSETS 

Plant  Expansion Certif icates.  The d i s c i a k r  regarding the fixed assets 
did not have i?r masurable ziffect. h%at rea l ly  counts w i t h  the ra t ing  

ciebt agencies is the a b i l i t y  to  pay or the revenue s+seam to gmrantee 
payments- 

To install and maintdn as so;?histicated a systw as recca;snoJldcci by the  
auditors would require an entry level Accountant I in the  area of 
$20,000.00 annually. 

We presently have $6,300.00 budaeted in this budget to purchase a pmprty 
management system. Since we already have a m u a l  system for small 
e q u i p n t  items such as V.C.R.'s, T.V.'s, personal c a q u t e r s ,  data en= 
tenknals, etc., al l  of the manually maintained items would be transferred 
into ttks c q u t e r  system. This, we nope, should sa t i s fy  the auditors '  
concerns for recorGing the  most vulnerable assets (equiFpnent) for a rni.ni!ml 
expensitwe. Also, we fee l  this strikes h balance between the auditors '  
r e c o d a t i o n  and tks limited f inv lc ia l  resources available, 

Covenants 
Pea t  I ywick  s t z t e s  that no one individual has been named as being 
responsible for monitoii-ins cqliance with debt covenants. 

The four most significant  r eqv i r ae rks  in the bond covenant are: 

1. Rate Covenant--The n e t  sewer operatinc revenues must be 1.10 tkes 
the acjgreqate anma1 debt pa)?m"-nt. 

2. Excess Costs-The C i t ~ 7  agrees tc pa:; the excess constructior: costs 
over the amount of bond p r ~ c e d s .  



3. Installment Paywnts-The City agrees to  make a l l  debt p p q t s  on 
schedule. 

4. Insurance--The City agrees 20 provide P.L. and P.D. and f i r e  
insurance w i t h  extended coverage. 

While the City has not n& a s p c i f i c  individual to  monitor ccnpliance 
with the debt covenants, it has been a tem e f f o r t  ever since t he  
cer t i f ica tes  w e r e  sold. For example, both the A s s i s b a t  C i t y  Manager and I 
check to see the net sewer operating revenue estimates are 1.10 times the 
annual debt a t  bu6get t i ne .  As far as excess costs are concerned, the  ne t  
proceeds f m  the certificates for construction purposes were $7,826,965.00, 
and the contract has been awarded a t  $9,681,218.00 which leaves 
$1,854,253.00 to  be picked up as excess costs by the City. I n  addition to 
that, the purchase of land frcxn City funds, other than Cert i f icate  - 
proceeds, has been $1,140,360.00. So, we have mt the excess cost 
requirement. The installmmt payments are calendar& i n  our office, m d  
the t rustee (Bank of America) sends a s t a t . . t  two weeks prior to the 
installments being due. The insurance cer t i f ica tes  are mailed to  the 
trustee annEally by the Assistant City Managc -. The most significant bond 
covenants are covered by the City as a team effor t ,  as I stated exlier, 
and I don't believe naming a ccpnpliance of f icer  or person is necessw. 

Cklculation of Arbitraae 
Peat Mzrwick has stated tha t  AAe proceeds frm ce r t i f i ca t e s  have been 
invested i n  securities other than state or local government securities 
(SLGS) which coulc? result i n  pyxrent of an zrbitraqe tax. Peat &m,-ick 
also stztes tie have not irrrpleiitd "he software t o  calculate the  arbit-age 
tax, and w e  shoulc! investigate inves thg  i n  state and local government 
securities. 

The proceecis of t he  sale of cer t i f ica tes  were, or, the advice of t rustee  a!!2 
finsncial consuitmt,  LmesteC i n  c U. S. ?'lreasLT Securities Y'ney Parket  
F'unii. The l imi t a t ims  on t i le software were due t o  the fac t  that the U. S .  
Corqress ~ s s e c i  the Onnibus BudGet Reconciliation A c t  of 1989 and the l a w s  
concerning calculation and rebate of arbitrage were not publish& in t h ,  
As report& i n  the December 11, 1989 Nations C i t i e s  Weekly, the National 
League of C i t i e s  newspaper: 

The sybitrage lcti leaves tradition21 tax e x e F t  bonds issued Setween 
Septmker 1, 1386 and 'he ciate cf enactment 5x1 a twilight zone. These 
bones x e  subject to  the 1986 Eirbitrage md reisate provisions, althwcjh 
the Treasuy has xiot ccjrpleted or f i n a l i z d  its W.T! re%lations. 
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February 14, 1990 

Peat Marwick's statement rqarding inpkmentation of softwire was 
mkseted. Calculations were made using the software, hcrwever, the laws 
were not clear regadins the impact of the City's new sewer debt. The 
software update will be ccmpleted by March, 1990, and we will recalculate 
the arbitrage. The three main problems w i t h  investing in 
extrans difficulty in timing the maturities for construction 
Sifficulty to locate a secondary market; and, three, the rate of return on 
sLx;s is less than the wbitrage limit on OUT certificates which is 7,812 
per cent. This results in less invesbnent incane for construction use, 

mi Public Improvement Corporation (LPIC) 
Peat w i c k  states the LPIC is required to have an annual audit at the end, 
of each fiscal year by an independent public accountant and a written 
report e t t e d .  While the articles of incorporation did state an audit 

mual audit  not necessary for the following reasons: 

1, 

is required, I feel the Board of Directors should meet and determine the  - 

The Lodi Public irprovanent Corprztion wzs fom& for the sole purpose 
of issuing the Certificates of Participation for the expansion of the 
sewer plant w d  for any other future sales of certificates. 

2. The proceeds (assets) and the installnrent pciymnts (liabilities) were 
transferred to the City of mi on the same day as the sale took place, 
i.e., August 25, 1988. Ps of the next day, m2, also at the end of the 
fiscal y e a ,  there were no funds to report held in the WIC, i.e. , no 
finances to report. 

If the Board of Directors of the LDIC wishes t o  have W~ audit,  I would 
reccamend it be incfucied i n  the general auciit of the City's records. The 
Boilrd woulci hsve to meet and declare this intention. 

E X X " I C  DATA PFsXESSm'G 

(see m r a q d u m  frcm Roy T d d ,  Data Processkg Nmaqer) 
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U s e  of Attorneys 
(see mgnoranciUm f m  Bab E c a t t ,  City Attorney) 

February 14 ,  1990 

Investments 
Peat Marwick’s cararrent on this i t e m  is the same as last year’s auditors’. 
I n  my contact with the C i t y  Librarian last year, he indicated that unless 
the C i t y  Council dire& the Library Board of Trustees to sell the stock, 
they were  going to continue to hold on to the stock and receive stock 
dividends as a rekestrrrent. As City Treasurer, I am not allcrwed, mder 
g0vn-t code, to invest in corporate stock. Since I have not purchased 
the stock, I, therefore, do not list the stock as prt of my investment report to  the City council. To me, it is a technicali ty as the - -  
reinvestment of dividends into additional stock that the auditors are 
expressing a carmrent. The City Council may want to d i r ec t  the Library 
Bowd of Trustees to  sell the stock and not have the auditors’ cammt-, 
resppear next year. 

Finance Director/TTeasurer 

m:ss 



M E N O R A N D U M  

To: Robert Holm, Finance Director 
From: Joel Harris, Purchasing Officer 
Date: February 9, 1990 
Subj: KPMG Peat Marwick eview of Inventory A u d i t  

These are my views and comments regarding the auditors '  October 26, 
1989 review o f  the 1988/89 year-end a u d i t ,  a s  i t  pertains t o  purchasing 
ac t i  v i  tes.  

As i n  their  e a r l i e r  proposal ,  the report contains several inaccuracies. 
Generally, however, i t  recomends t h a t  the purchasing and inventory 
procedures be done by the book, and t h a t  recommendation can ' t  be 
faulted. 

The f irst  point made, that  there were no written instructions fo r  Randy 
and Tom t o  follow, is  correct. About three weeks prior  t o  inventory 
the three o f  us met t o  establish a schedule and plan f o r  the count. 
Slow-moving, multiple-location, aqd  non-inventory items were 
identif ied,  and a plan for  counting by area was established. 

The plan fo r  taking inventory was t o  count sections of the warehouse, 
t o  begin a t  one end o f  each section and  count a l l  items therein in 
order of location. Several of the sections d i d  c o n t a i n  slow-moving 
items, b u t  few required a time-consuming counting process. However, 
future counts will incorporate a p l a n  t o  count, sea l ,  and  t a g  
containers of more slow-moving parts i n  advance o f  the inventory so the 
overall count can be expedited. 

P o i n t s  three and four of the review, dea!ing w i t h  obsolete items and 
p a r t  numbers no longer i n  existence, i s  inaccurate except f o r  the 
transformers. A t  the time of the i n v e n t o r y ,  w? hzd no accurate l i s t  o f  
transformers 5 n  stock, on h o l d ,  or otherwise h e i d  for disposition. 

P o i n t  f ive i s  correct i n  t h a t  items are stored i n  more t h a n  one 
location. Me have a l o c a t i o n  from w h i c h  stock i s  issued, a n d  i n  many 
cases one or more a d d i t i o n a l  locations where f u l l  case o r  f u l l  pa l le t  
quantities are stored. 

I'm n o t  aware of the parts t o  w h i c h  they refer  i n  p o i n t  s ix .  I do know 
t h a t  during the f iscal  year ,  several items w i t h  zero inventory on June 
30, i988, and no plar .  f o r  future use, were removed from the l i s t .  
However, if a n  item was counted i n  1988 a d  rern;lined i n  inventory 
d u r i n g  t h e  year-, j t  appeared or, t h e  1989 l i s t  and  '~13s counted. 
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The next poin t  is  accurate i n  t h a t  areas  were not  marked as completed. 
While the team counts the areas systematical ly  t o  avoid double-counting, 
i t  is conceivable t h a t  lack o f  markings could result i n  an  area being 
missed. 

The suggestions offered on Page 6 o f  the le t ter  a r e  generally good, and 
although there a r e  inaccuracies i n  the preceding sect ion the overal l  
emphasis is  posi t ive.  I t  would be i n  our interest t o  incorporate a s  
many as poss ib le  of the suggestions offered. 

The suggestion made i n  the paragraph' t i t l e d  "Inventory System" 
regarding an order pofnt  flagging system has been noted. 

Referring t o  the paragraph t i t led  "Security Over Inventory", our 
department uses Materials Issued Forms or  Stores  Inventory Requisit ions 
for a l l  items over which we have control .  However, the issue of 
locking the stockyard is  soinething we may not be a b l e  t o  accomplish, 
s ince  the yard must be accessible  t o  Public Works' as  well as E lec t r i c  
U t i l i t y  emp?oyees f o r  reasons o ther  t h a n  access t o  stock. While t o  
wire storage area and the warehouse have l imited access, the outs ide 
a reas  have no such secur i ty ,  unfortunately.  

I n  the sec t ion  t i t l e d  "Internal Accounting Procedures", the paragraph 
deal i n g  w i t h  preparation o f  approved purchase orders has excel l e n t  
reconmendations. ( A  couple of departments s t i l l  prepare the purchase 
orders  from the  invoices; one supervisor explained he doesn't  have time 
t o  get pr ices  when he places his orders ( ! ) ¶  and t h a t  i t ' s  e a s i e r  f o r  
the secre tary  LO get  the information from the invoices).  

T h i s  i ssue i s  covered c l ea r ly  i n  LMC Section 3.20.080, which s ta tes  
"Purchases.. . sha l l  be made only by purchase orders",  and not t h a t  
purcnase orders shal l  be prepared t o  legi t imize the purchase af te-  
del ivery i s  made. Enforcement o f  the code i s  a key f ac to r  ilk 
imp1 ementi ng t h i s  suggestion from the audi tors .  

The suggestion under "Docunientation" has a1  so been noted, a n d  wil l  be  
followed i n  a11 cases where we review the invoices. 

Again, vos t  of the suggestions a re  pos i t ive  a n d  i:ave been taken i n  the 
sp i r i t  of improving o u r  system. All e f f o r t s  will  be made t o  implement 
as many o f  the reccnmendations a s  poss'ble t h i s  yea r ,  w i t h  the overal l  
goal  be ing  to  MIOI-~ t o  be t t e r  safeguard the p ! i b l i c  rnaxerials a n d  f u n d s  
f o r  which we're ;*esponsible. 



% H E N O R A N D U N  

To: Bob Holm, Finance Director 

From: Roy Todd, Data Processinq Manager 

Date : February 9, I990 

Subject: Auditors Comments, Data Processing - October 26, 1989 

*,-,-,,,--,-------------------------------------------------------------* 
As requested - response to Auditors Comments regarding City of Lodi Data 
Processing: 

A. 

E. 

Updating the Electronic Data Processing System (EDP) 

The General Accounting System is a very old and manual System. The 
General and Sub-ledgers do not interface, and manual entries are an 
inherent part of the desiun - apparently for the purpose of 
providing internal controls. 

The Auditors are correct in their conclusions that: 
1. We can automate this procezs and still provide for any ?.eve1 of 

control desired. 
2. We can reduce clerical effort an6 improve accuracy with System 

enhancements. 

However, this is not easily done. This is an application that has 
very far reaching and complex considerations. Changes to the 
Accouriting process effects every other Application in the Computer, 
and has direct effects on all Departments in the City. 

While we are intent upon improving this System, we do not have a 
specific plan. We are attempting to improve all of the Application 
Systems as we are able - as priorities dictate. GA does not 
currently have the t o p  priority. 

Documentation of Electronic Data Processing System (EDP) 

The Auditors are correct in sayins our Docnmentation is partial. 

They have correctly stated our Documentation needs to be continually 
updated - an2 that up-to-date Documentatior will improve our ability 
to iinprove anci maintain existing Software. 

What they have not said is: 
1. Without compiete Docume:.tation, we are at ~ i s k  -- having i! 

dependance upon infiiT-iduels who pocsess the undocumented 
knowledge. 

a.  Rnowledceabl- Computer Users to assist and train new people. 
5. Compute: Users making the correct use of the facilities 

c. Informed individuals to c rrectly and completely communicate 

2. Without proper Documentation, we Etre de;>endant upon - 

without the benefit of written instructions. 

C0TpuLe-r functions to Manajement a n 2  others. 
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Complete Documentation is very costly to create and naintain, I 
extremely valuable in a crisis or when achange is made (i.e. s 
is changed, new Employee, etc.) -- however, it is unnecessary a 
as nothing goes wrong and no changes are ma 

We will continue to work at improving our Documentation -- but until 
we really acquire the upper hand in Applications and System 
Haintenance, it will probably continue to be low priority. 

Access to EDP Data Filer 

Reference is made to "Access Control Logs" and a "Supervisor's Key" 
to be used in controlling or recordiq the access to Data Files. 

I am not familiar with either of these -- but I can imagine what 
they are referring to. A "log" of activity will not control access -- but it might help in identifying inappropriate access after the 
fact (if the activity is recorded by "honest" people). A 
"Supervisor's Key" might be an extension of the password approach to 
security, or it may be a real, physical key (as would unlock a door). 

Our Security is dependant upon a password. The Computer allows a 
limited number of attempts to obtain access and then disallows 
zccess until a Security person reinstates the Computer terminal. 
Once a person h a s  obtained access to the Computer, internal Security 
allows access to select Files on the basis of User (i.e. General 
Accounting can access GA Files, Payroll can access PI? Files, etc.). 
This is known 2s "Resource Security" - still, however, depends on a 
password. 

Additional Security is obtained through controlled access to the 
Computer, by lock and key, ant3 by continual monitorins of the System 
and it's contents by myself and Data Processing Personnel. 

We do not have a Security problem that I am aware of - as far as the 
protection of Data is concerned. If. Data were tampered with, the 
clerical ane kccountin9 staff would quickly report it. 

Security measures could be taken to further protect us from the most 
likeiy area cf risk -- the Data Processing staff. Once again, though, 
this would be very costly. I believe our internF.1 controls protect us 
from this, but a clever Programmer intent upon doinq a dastardly 
deed could accomplish this with time an6 effort. If we have a real 
concern, there are steps we cen take toward minimizing this risk - 
but Kith each step comes an inconvenience and the accompanying 
overhead. If we recall k e y s  to the building, we will have to provide 
bther access; if we want specific Computer ccntrolled access, we will 
have tc acquire the software, end manage the task (I am nct aware ~f 
existins Software for the S , " 3 6 ) ,  

Or? larger Computer systems with increases levels of Security 
concerns, Software can be purchased - this is atypical of a Data 
Processing environment o u r  size. We are growing to the point where 
Security concerns may increase, however, an6 we ma17 want to take 
more precaution - perhaps within 5 y e a r s  (or less with the 
Police Departmert). 
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1;: F:L.f:A!i~Y. __-------- _--------- 
To: 

From: City kztorney 

tionorable Nayor and Counci 1 Members 

Date: February 9, 1950 

Subj: PEAT MARMICE A331T LETTER I N  R E  "USE OF ATTORNEYS" 

I am i n  receipt of a l e t t e r  dated October 26,  1989 from the accounting 
f i r m  o f  Peat Warwick, w h i c h  I had not seen before this weel.. I was 
aware t h a t  the City had retained Peat I"lari;ick for  the financial a u d i t ,  
b u t  was surprised a t  the contents of the le t te r .  

Specifically, a portion o f  the l e t t e r  (page &) addresses the C i ty ' s  
retention of outside law firms t o  represent our interests i n  various 
courts or agencies. 

1) I wes unaware t h a t  Peat Marwick had  been retained t o  do a n  
efficiency study and provide us w i t h  this  type o f  recommendation. I t  
was my belief t h a t  they had simply been retained for a general 
purpose finantiel  a u d i t .  

2 )  The aLiditors sieted t i e a t  the C i t y  currefitly uses "appraximatefy 11 
attorneys" fo r  vzr iws  functions. This i s  based on the a u d i t i n g  
f i  m18 s apparent 1 ack of fami 1 i ari ty  \.ti t h  the facts .  They apparent ly  
included i n  their t o t a l  of "11 attorneysn myself, 2 firms which 
actually represent NCPA and  no t  iodi individually, bond counsel 
(which S t a t e  l aw  rewires  to  be from outside the Ci ty  Attorney's 
off ice)  a n d  f i rm under retainer t o  insurance co7:pdnies covering the 
C i ty ,  as we1 1 as  spe:ia?ized f i r m  hand1 i n g  i n d i \ * i d u a l  matters f o r  
the  City. 

3 )  Assuming they were correct on everything else ,  1 am . G ;  sure w h a t  
these observations would add t o  our  i b i l i t y  t o  moni tor  :h? s ta tus  of 
lea21 a c t i o n s  it?vo7\*ir?a t h e  C ; ' t j .  

I t h i n k  three observations are appropriate: 

F',espect"u? l y  s u h i  t teb,  

City C.:tcrney 

C C :  C i t y  Ksnaaer 
f i n a n c e  Di r e c t o r  
Peat Karwici: 
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Peat Marwick 
Certified Public Accountants 

2495 Naromas Park Drive 
Sacramento. CA 95833 2936 

The HoMwable Members of City Council 
City of M, Califmix 

We have applied certain agreed-upon procedures enumerated below with respect to the 
Statement of Investment Policy adopted by Council Resolution 88-128. Our review was made 
solely to assist you in evaluating compliance with that policy. It is understood that this report 
is solely for your information and is not to be referred to or dismbuted for any purpose to 
anyone who is not a member of the City Council or management of the City of Lodi, California 
Our procedures and findings are summarized as follows: 

We noted no 
unreconcilable differences between the confmed investment balances at June 30,1989 
and the general ledger investment balances at June 30,1989. 

2. We reviewed management’s compliance with the Statement of Investment Policy. The 
City was not in compliance with the Statement of Investment Policy as to alIowable 
investment instruments as the City Library’s investment portfolio contained common 
stock valued at $1 15,168 with a cost basis of $57,085 at June 30, 1989. The Library 
obtained this stock through bequests, stock dividends, and dividend reinvestment 
programs. The dividend reinvestment program is, in effect, the acquisition of stock. 
The investment policy does not identify stock as an allowable investment. 

Because the above procedures do not constitute an audit conducted in accordance with 
generally accepted auditing standards, we do not express an opinion on any of the items 
referred to above. In connection with the procedures referred to above, no inatters c a m  to our 
attention that caused us to believe that City management did not comply with the Statement of 
Investment Policy adopted by Council Resolution 88- 128, except as noted above. Had we 
performed additional procedures or had we conducted an audit of the Statement of Investment 
Policy in accordance with with genedIy accepted auditing standards, matters might have come ‘ 

to our attention that would have been reported to you. This reports relates only to the items 
specified above and does not extend to any financial statements of the City of Lodi, California, 
taken as a whole. 

I. We confirmed the City’s investments as of June 30, 1989. 

October 26,1989 
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Peat Marwick - 
Certified Public Accountants 

2495 Natomas Park Drive 
Sacramento, CA 95833 2936 

INDEPENDENT AUDITORS' REPORT ON 
INTERNAL ACCOUNTING CONTROLS AT THE 

GENERAL PURPOSE FINANCIAL STATEMENT LEVEL 

The Honorable Membexs of City Council 
City of Lodi, California: 

We have audited the genenl purpose financial statements of the City of Lodi, California for the 
year ended June 30,1989, and have issued our repon thereon dated October 26,1989, which 
was qualified because adequate historical cost records of general and proprietary fund fixed 
assets and proprietary fund contributed capital were not available for examination and as such, 
we were unable to satisfy ourselves with respect to these accounts. These general purpose 
financial statements are the responsibility of the City's management. Our responsibility is to 
express an opinion on these general purpose financial Statements based on our audit. 

We conducted our audit in accordance with generally accepted auditing standards and 
Government Auditing Srundards, issued by the Comptroller General of the United States. 
Those standards require that we plan and perfom the audit to obtain reasonable assurance 
about whether the general purpose financial statements are free of material misstatements and 
whether management has complied with laws and regtilations and has established and 
maintained a system of internal controls. An audit in accordance with those standards includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the general 
purpose financial statements and compliance with laws and regulations. An audit also includes 
assessing the accounting principles used and significant estimates made by management, as 
well as evaluating the overall financial statement presentation. We believe that our audit 
provides a reasonable basis for our opinions. 

Under the date of October 26, 1989, we reported separately on the results of our study and 
evaluation of internal accounting and administrative controls used in administering federal 
financial assistance programs. The results of our study and evaIuation of internal controls other 
than those used in administering federal financial assistance programs are presented herein. 
For the purpose of this report, we have classified the significant internal accounting contds in 
the following category: expenditures and encumbrances. Our study and evaluation included all 
the control categories listed above. The purpose of our study and evaluation was to determine 
the nature, timing, and extent of auditing procedures necessary for expressing an opinion on 
the general purpose financial statements of the City of M i ,  California. Our study and 
evahauon was more limited thaii would be necessary to express an opinion on the system of 
internal accounting control taken as a whole or on any of the categories of control identified 
above. 
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it disclosed no codti 

kcluding those pertaining to nonmaterial internal control findings. 

This report is intended for the information of the City Council, management, and the US. 
Depnment of Housing and Urban Development. This resoriction is not intended to l i t  the 
dismbiltion of this repon, which, upon acceptance by the City of W, Cdifomia, is a matter 
of public record. 

October 26,1989 
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Peat Marwick 
Certified Public Accountants 

2495 Natomas Park Dfive 
Sacramento. CA 95833 2936 

INDE AUDITORS' REP0 
AT THE PURPOSE FINANCIAL ST 

The Honorable Members of City Council 
City of Lodi, California: 

We have audited the general purpose t'inmcial statements of the City of Lodi, California as of 
and for the year ended June 30,1989, and have issued our report thereon dated October 26, 
1989, which was qualified because adequate historical cost records of general and proprietary 
fund fixed assets and proprietary fund contributed capital were not available for examination 
and as such, we were unable to satisfy ourselves with res 

We conducted our audit in accordance with gene ted auditing standards and 
Governmental Auditing Standards, issued by the Compaoller General of the United States. 
Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the general purpose financial statements are free of material misstatement. 

Compliance with laws, regulations, contracts, arid grants applicable to the City indi, California 
is the responsibility of the City of Lodi, California's management. As part of obtaining 
reasonable assurance about whether the general purpose financial statements axe free of material 
missta'tment, we performed tests of the City of Mi, California's compliance with certain 
provisions of laws, regulations, contracts, and grants. However, our objective was not to 
provide an opinion on overall compliance with such provisions. Accordingly, we do not 
express such an opinion. 

The results of our tests indicate that, with respect to the items tested, the City of M i ,  
California complied, in all m3terial respects, with the provisions referred to in the preCeding 
paragraph. With respect to items not tested, nothing came to our attention that caused us to 
believe that The City of Lodi, California had not complied, in all material respects, with those 
provisions. 

This report is intended for the information of the City Council, management and the U.S. 
Department of Housing and Urban Development. This resmction is not intended to limit the 
distribution of this report, which, upon acceptance by the City of L d ,  California, is a matter 
of public record. 

October 26,1989 
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Peat Marwick 
Certified Public Accountants 

2495 Natomas Park Drive 
Sacramnto. CA 95833 2936 

INDEPENDENT AUDITORS' REPORT 
ON SUPPLEMENTARY INFORMATION 

SCHEDULE OF FEDERAL FINANCIAL ASSISTANCE 

The HoM#abIe Members of City Council 
City of I, California: 

We have audited the general purpose financial statements of the City of M i ,  California for the 
year ended June 30,1989, and have issued our report thereon dated October 26,1989, which 
was quzlified because adequate historical cost records of general and proprietary fund fixed 
assets and pprietary fund contributed capital were not available for examination and as such, 
we wese unable to satisfy ourselves with respect to these accounts. These general purpse 
financial statements are the responsibility of the City's management. Our responsibility is to 
express an opinion on these general purpose financial statements based on our audit. 

We conducted our audit in accordance with generally acce ted auditing standards and 
Government Auditing Szuri&rds, issued by the Comptroller e eneral of the United States. 
Those standards nquire tk we plan and perfom, the audit to obtain reasonable assurance about 
whether the general pwpose financial statements are free of material misstatements and whether 
management has complied with laws and regulations. An audit in accordance with those 
standards includes examining, on a test basis, e*,idence supporting the m u n t s  and discIosures 
in the general purpose financial statements and conrpliance with laws and rtgulations. An audit 
also includes assessing the accounting principks used and significant estimates male by 
nlanagement, as well as evaluating the overall financial statement presentation. We believe that 
our audit provides a reasonable basis for our opinions. 

Our audit was made for the purpose of forming m opinion on the generai purpose financial 
statemens of the City of M i ,  California, taken as a whole. The supplementary information 
hc1tidd in the accompanying schedule of federal financial assistance is presented for purposes 
of additional analysis and is not a required part of the general purpose financial statements. 
Such supplementary information has been subjected to the auditing procedures applied in the 
audit of the gcned purpose financial statements and, in our opinion, is fairly presented in dl 
material respects in relation to the general purpose financial statements taken as a whoie. 

.,. .,.. ! .  . . . .  . 
, . " .  . . 
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